No. 5—October, 1954 


issued quarterly by the Economic Research Department 


THE CHASE NATIONAL BANK 
OF THE CITY OF BEW YORE 


Business has been slowly gathering strength for a 
new upward move—not a surge but a moderate im- 
provement. Industrial production (seasonally adjusted ) 
has been on a plateau since April. 

The stability of total activity is impressive when you 
consider the downward pressures exerted in the past 
six months by the following: 


e Inventory liquidation at a $4 billion annual rate; 


e A decline of almost $5 billion in the annual rate 
of defense expenditures; 


e A $700 million drop in the rate of business invest- 
ment in new plant and equipment; 


e A sharp cutback in the weekly rate of auto as- 
semblies, from 122,000 a week in April to 54,000 a 
week in late September. 


The heavy drag placed on activity by these develop- 
ments may begin to ease soon. 


Business inventories, for example, are at rock-bottom 
in many important lines. Steel inventories are barely 
sufficient for current production. Soft goods stocks are 
low relative to current sales. And auto dealers are un- 
loading 1954 models to make room for the 1955's. 

So inventory buying is likely to pick up in these lines. 


That could bring a turnabout on the inventory front. 


The decline in defense spending is also slowing. 
The annual rate went down almost $2% billion a quarter 
during the past year. Latest estimates point to a drop 
of only $1 billion a quarter in the current fiscal year. 


Auto output is slated to rise sharply in November and 
December. Manufactarers will run assembly lines full 
tilt to rebuild dealers’ stocks for the spring sales push. 


But business capital expenditures will continue their 
mild downtrend through the fourth quarter, according 
to the latest SEC-Commerce Dept. survey. A leveling 
in business investment is probably a prerequisite for 
improvec. business next year. A marked upturn in invest- 
ment would make 1955 a record year for business. 


So far in 1954 increases in consumer spending and 
construction have offset declines elsewhere in the 
economy. Recent trends point to continued strength in 
these key areas. 

Consumer expenditures have been on the upgrade 
all year. Total retail sales are up 4% from their early 
1954 low. Reports are that retailers expect a banner 
Christmas season. 
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Construction expenditures have risen even more. 
They reached an annual rate of $37% billion in Septem- 
ber, up 7% in a year. New housing starts are at a 1.2 
million a year rate—and the new Housing Act will pro- 
vide a further stimulus. 

The trend is up in state and local public works con- 
struction. Highway building is up 14% and school con- 
struction is running 21% ahead of last year. Higher com- 
mercial building is more than offsetting a decline in the 
industrial sector. 


Meantime, the long-run forces making for a grow- 
ing economy are at work: 


e Population growth continues—births in the first 
half were 24% ahead of last year, pointing to an all- 
time high of more than four million for 1954. 


e Industrial productivity is rising rapidly. Esti- 
mates show that output per man-hour is rising about 
twice as fast as the long-term average of 2% per year. 


e Industrial research activity is expected to hit a 
new high this year. 


Thus, the economic climate favors a renewed ad- 
vance in business activity. The major problem ahead 
is to reverse the downtrend in business capital invest- 
ment. An important reason for the decline is the appear- 
ance of excess capacity in some industries. 

However, the long-term need for more productive 
capacity has not been changed by the current mild re- 
cession. And there are substantial opportunities for cap- 
ital investment to increase efficiency and develop new 
products. By seizing these opportunities, business can 
do its full part to make 1955 a year of expanding pro- 
duction and employment. 
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CORPORATE FINANCING 


Corporate financing is now returning to more normal 
patterns, after a series of most unusual post-war devel- 
opments. At the end of World War II business faced the 
vast task of rebuilding inventories and of expanding and 
modernizing facilities. In the 8% post-war years corpo- 
rations have invested: 


e $160 billion in new plants and equipment. That's 
more than the undepreciated book value of fixed assets 
at the end of 1945. 


e $95 billion in working capital, half in inventories. 


To meet these tremendous needs for investment funds, 
corporations had to plow back an unusually high pro- 
portion of earnings, and borrow heavily. For the period 
as a whole, one-third of the funds came from reinvested 
earnings, almost one-third from borrowing, 28% from de- 
preciation and 7% from new stock issues. 


Inflationary Problems 


The 40% rise in the price level from 1945-1951 com- 
plicated financial problems. It meant that the actual 
cost of replacing inventories and fixed assets exceeded 
the amounts charged on corporate books. The Machin- 
ery and Allied Products Institute estimates that the 
understatement of inventory costs and depreciation aver- 
aged $6.7 billion a year in 1946-48, and $7.4 billion a 
year in 1950-51. 

To offset the effects of inflation and meet pressing needs 
for larger stocks and bigger and better facilities, corpo- 
rate financial managers had to use every available source 
of funds. The total demand for corporate funds rose to 
unprecedented heights in 1946, 1947 and 1948. It de- 
clined in the mild 1949 recession, only to soar again in 
the Korean war boom of 1950 and 1951. 

The need for funds was so pressing that corporations 
had to hold dividends to a bare 40% of earnings in 1946- 
51. That compares with a pay-out of 60% in 1939-41 and 


70% in 1929. In addition, corporate debt more than 
doubled between the end of 1945 and the end of 1951. 
The pattern of financing in the past two and one-half 
years differs markedly from that in the earlier post-war 
years. The need for funds to finance rising inventories is 
down from an average of $6.4 billion a year in 1946-51 
to $2.2 billion in 1952-53. And corporations reduced 
inventories $2 billion in the first half of 1954. ] 


Depreciation Uptrend 


Meantime, the amount set aside each year to cover 
depreciation on plant and equipment has been rising 
rapidly. Depreciation allowances were $4.2 billion in 
1946. They may reach $13 billion this year. 

The rise in depreciation charge-offs is partly due to 
accelerated amortization of defense facilities. These al- 
lowances will run to an estimated $2 billion this year. 
Under certificates of necessity already granted, the an- 
nual allowance will rise to $3% billion in late 1955. 

In addition, the new tax bill permits businesses to ‘ 
write off new facilities in their early years at a faster rate 
than formerly. Estimates are that the new bill will boost 
1955 depreciation by around $350 million. 1 


Earnings Trends 


Corporate earnings before taxes ran at an annual rate 
of $34.5 billion in the first half of 1954, 18% below a year 
earlier. However, lower tax liabilities offset much of the 
drop—earnings after taxes were down 10%. 

Earnings results have varied widely among industries 
and among individual companies. Many of the leading 
manufacturing companies earned more (after taxes) in 
the first half of this year than last. However, sharpened 
competition held down earnings in many lines. And in ™ 
others, like railroads and coal mining, a sharp decline Ss i 
in volume led to a marked reduction in earnings. 

Dividends have been moving up steadily but gradually 
during the post-war period. In the first half they reached 
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“2 TRENDS IN EARNINGS, DIVIDENDS AND TAXES 


an annual rate of $9.6 billion (56% of earnings). Thus, 
they're up 4% in the past year, and 65% since 1946. How- 
eo. the share of dividends in national income is still 
under 34% as against more than 5% in 1939-41. 


FEDERAL 
INCOME TAXES 


Internal Financing 


In over-all terms, the amount of internal financing 
(retained earnings plus depreciation) has been remark- © bg 
ably stable since 1950. The decline in retained earnings yh 
has been offset by the rise in depreciation. Thus, in- . 
ternal sources have provided $18-20 billion a year. 

The high level of internal financing has been supple- 
mented by a substantial volume of new security issues. 
Net new issues of corporate bonds brought in $4.9 bil- 
lion in 1952 and again in 1953. New bond issues dropped 
30% in the first half of 1954—the decline in debt issues 
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by sales finance companies accounted for the lion’s share 
of the decline. 

Net proceeds from sale of new stocks reached an 
annual rate of $3.2 billion in the first half. That's a 
third higher than the 1953 rate. It is slightly above the 
previous high of $3 billion in 1952. Non-manufacturing 
corporations — utilities, railroads, communications, sales 
finance, and real estate — have floated the major share of 
new issues of both stocks and bonds in recent years. 


Short-Term Financing 


In contrast to relatively stable trends in internal financ- 
ing and new security issues, short-term financing has 
been subject to wide year-to-year fluctuations. Corporate 
borrowing from banks increased by more than $8 billion 


90% of the total tax due on 1953 earnings in the first six 
months. Thus tax payments ran to $15 billion. 

Because both pre-tax earnings and tax rates are lower 
this year, the tax liability actually charged against earn- 
ings in the first half added up to $7.5 billion, or half 
the amount that had to be paid out. Thus corporate 
holdings of cash and government securities declined by 
$6.6 billion. 


Financing Outlook 


Tax payments will be down sharply in the second half. 
Hence, working capital needs will be substantially lower 
than in the first six months, even if inventory buying is 


in the three years following the Korean invasion. In the 
past year the abnormal need for funds to build inven- 
tories has tapered off. So corporations have reduced 
their indebtedness to banks. 

The pressure on corporate cash resources was accen- 
tuated in the first half of the current year by the heavy 
drain of tax payments. The share of the corporate tax 
that must be paid in the first six months has been in- 
creasing since 1950. This year corporations had to pay 


resumed. So corporate holdings of cash and government 
securities should rise. 

If recent trends in depreciation, retained earnings and 
new security issues continue, corporations should have 
ample funds to finance the level of plant and equipment 
investment projected for the remainder of 1954. And 
there should be no insurmountable barriers on the fi- 
nancing side to the resumption of growth in business 
capital investment next year. 


DEPRECIATION IS UP FROM 55% OF EQUIPMENT PURCHASES IN 1945 TO 80% NOW 


150 PERCENT 


In the mid-1920’s, and again in the mid-1930’s, annual 
depreciation charges ran to about 80% of the amount 
invested in new equipment each year. (In the depths 
of the depression and in wartime the ratio soared because 
of the low level of equipment purchases). 

In 1945 depreciation (adjusted for price changes) 
jamounted to only 55% of new equipment investment, ac- 
cording to estimates of the Machinery and Allied Prod- 
ucts Institute. Thus, retained earnings and outside fi- 
nancing ran to an unusually high proportion of equip- 
ment investment. 

However, the rise in depreciation in recent years} 
brought the ratio back to 80% in 1954. Thus problems 
of financing new investment are eased. 
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STATE AND LOCAL PURCHASES OF GOODS AND SERVICES ARE RISING AT THE RATE OF $2 BILLION A YEAR 


BILLION DOLLARS 
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DEPARTMENT OF COMMERCE 


State and local government expenditures have been 
rising steadily throughout the post-war period. They're 
now running at an annual rate of $27 billion, more than 
double the 1946 figure and over 3 times the 1940 level. 
Their $2 billion rise in the past year provided an im- 
portant offset to declines in other sectors of the economy. 

About two-thirds of expenditures go into operating ex- 
penses, including debt service, while the remaining 
third goes into public works construction. The number 
of state and local government employees has gone up 
from 3 million at the end of the war to 4% million now. 

However, the biggest rise in expenditures has been in 
construction. Public works activity is six times its 1946 
level. Current outlays—at $8% billion a year—are $1 
billion higher than last year. 
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STATE AND LOCAL EXPENDITURES 


Despite the substantial increase in the post-war period, 
public works expenditures are still low in relation to pop- 
ulation and total economic activity. They added up to 
1.6% of gross national product last year as against an 
average ratio of 2.3% in the 1920's. 


Huge Backlogs 


Experts say that the current backlog of needed expen- 
ditures for roads, schools, hospitals, sewers and water- 
works runs to well over $100 billion. 


The nation’s school facilities are overcrowded and@ 


undermanned. About one in five pupils goes to a school 
that falls short of minimum fire and safety standards. 
In many suburbs school enrollments have doubled or 
trebled in recent years. 

A recent survey of public schools showed a current 
need for 345,000 new classrooms. And school enroll- 
ments are on a steep uptrend that is expected to con- 
tinue through 1965. This year’s expenditures for new 
schools will not quite reach $2 billion, half a billion short 
of needs. 


Highway Problem 


The physical volume of road building this year is only 
40% higher than in the 1930's. Meantime, the number of 
cars, trucks and buses has more than doubled, and total 
miles traveled each year are up more than 250%. 

Highway expenditures should reach $4 billion this 
year. Estimates of annual needs range from $5 to $10 
billion. The higher figure results from what has been 
described as “the first full-scale highway survey ever 
made”. A presidential committee is now studying meth- 
ods of meeting these needs. 


Financing Problems 


The need for more public works is clear. The main 
problem is how to raise the funds to provide the new 
roads, schools, and other facilities necessary to support 
the growth of the economy. 

State and local governments came out of World War II 
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in fine shape financially. Debt was cut $4 billion and 
liquid assets rose by $8.4 billion. 


& Trends Since 1948 


Since 1948, however, over-all receipts of state and 
local governments have fallen short of expenditures on 
operations and public works. The annual increase in 
gross debt was $1.9 billion in 1948 and $3.1 billion in 
1953. Thus borrowings financed an important part of the 
rise in public works. Here is how the financial picture 
lines up (figures in billions of dollars): 


Expenditures 

Public Surplusor Increasein 
June 30 Receipts Total Works Deficit GrossDebt 
1948 $17.8 $17.9 $3.6 —$0.1 $1.9 
1949 19.6 20.4 4.9 — 08 2.2 
1950 21.5 22.6 5.4 — ll 3.3 
1951 23.5 23.9 6.4 — 04 2.8 
1952 25.5 25.5 6.7 0 2.6 
1953 27.5 27.3 7.2 + 0.2 3.1 


The fact that new security issues exceeded current 
deficits by $12 billion is explained by two facts: 


e Over-all figures hide wide differences among govern- 
mental units. Some have run surpluses over the entire 
postwar period. Others have borrowed heavily. Still 
others are up against legal debt limits which limit new 
security issues. 


e Securities issued to finance specific projects are gen- 
erally marketed well before the projects are com- 
pleted. Hence, the record level of borrowing in the 
past year points to a further rise in public works 
activity. 

Can state and local governments finance a large in- 
crease in public works construction? The answer turns 
on their ability to increase current receipts and market 
more securities. 

State and local tax receipts respond sluggishly to the 
growth of the economy (and to rising prices). Property 


THE VOLUME OF DEBT HAS NEARLY poustep 
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taxes bring in a third of total receipts, sales and excise 
taxes about one-fifth, corporate and personal income 
taxes less than 10%. The remainder comes from federal 
grants, social security taxes, license fees and miscellane- 
ous taxes. 


Tax Burden 


The burden of state and local taxes is lower now than 
in the 1930’s. They now add up to 7% of gross national 
product as against 10% then. To restore the prewar ratio 
would require an $8 billion increase in state and local 
tax revenues. 

However, federal taxes now add up to almost 15% of 
total national output as compared with less than 5% in 
the decade of the 1930's. Requests for increases in state 
and local tax rates run up against active opposition. 
Thus, the ability of state and local governments to raise 
more taxes to finance public works will depend pri- 
marily on trends in federal taxes. 


New Security Issues 


The rise in state and local security issues promises to 
continue. Today’s debt burden is lower in relation to 
population and income than in prewar days. Many 
governmental units can raise funds at advantageous 
terms to finance needed public works. 

A goodly portion of recent borrowing has been for 
self-financing projects, notably toll roads and bridges. 
The total of such debt ran to $6% billion at the end of 
fiscal 1953. Moreover, 1,676 miles of toll roads are now 
under construction and a further 3,579 miles are author- 
ized. In all, more than $7 billion of toll roads are under 
construction or authorized. However, only a minor part 
of the nation’s 3.3 million miles of paved roads can be 
financed via this route. 

To sum up: state and local governments, taken as a 
whole, have the financial resources to keep public works 
outlays rising in line with their growth in recent years. 
But new methods of financing must be found if the na- 
tion is to make rapid progress in bringing public works 
facilities in line with the needs of an expanding economy. 
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TRENDS IN CONSUMER MARKETS 


of annual expenditures). People have more money - 


Consumer spending has been rising since early 1954. 
The main reason: consumer income after taxes is up 2% 
in the past year. Tax cuts, higher wage rates and un- 
employment insurance have more than offset the effects 
of lower employment and shorter hours on income. 

In addition, people are spending a somewhat higher 
proportion of current income. In late 1953 and early 
1954, spending was held to 91.4% of income because of 
unusually heavy repayments on installment debts. With 
debt repayments easing, the spending ratio is back to 
about 92.4% (a 1% change in the ratio equals $2% billion 
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PERSONAL CONSUMPTION EXPENDITURES AS % OF 
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1929 1943 «19481952 

TOTAL EXPENDITURES 96 90 94 
AUTOS & PARTS s 4 4 4 
FURNITURE @ HOUSE FURNISHINGS 6 5 6 5 
NON-DURABLE GOODS 46 48 54 51 
FOOD. BEVERAGES. & TOBACCO 26 29 34 33 
CLOTHING & SHOES 10 
SERVICES 38 31 29 31 
HOUSING 14 9 10 
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spend, and they're spending it. 

Spending on services has shown a persistent growth. 
About half the total is made up of expenditures for hous- 
ing and household operation (rent, repairs, electricity ). 

The rise in rents accounts for about one-fourth the 
increase in service expenditures during the past year. 
But, as a result of the housing boom, other housing ex- 
penditures are on the rise, too. Spending for housing 
is still low in relation to income, so the uptrend promises 
to continue. 

Expenditures for most other consumer services have 
been rising too. Examples: public transportation, med- 
ical service, auto repair, dry cleaning, and recreation. 


Upturn in Goods 


Consumer outlays for goods sagged in late 1953. How- 
ever, they've been moving up this year, despite lower 
spending for autos. Total sales of consumer goods rose 
14% between the first and third quarters. 

So far this year auto sales are running 74% behind a 
year ago. Latest estimates are that retail auto sales will 
total 5.2 million, down from 5.8 million last year. 

Over-all sales of other durable goods have been on a 
plateau for the past two years. Furniture and appliance 
sales have been moving sideways this year, though they 
went down more than seasonally in August. TV sales 
are up from a year ago, while radio sales are down. 


Non-durable Sales Rise 


Sales of consumer non-durable goods are running 2% 
ahead of a year ago. Food store and restaurant sales 
have been moving up slowly but steadily. Consumer 
outlays for food, beverages and tobacco now make up 
32% of total spending, as against 28.8% in 1941. 

August sales of service stations were 10% greater than 
a year earlier. Drug store sales were up 3%. However, 
mail-order store sales were down 7%—the decline in farm 
income is a factor here. 

Clothing sales have lagged behind income for the past 
two years. The long-term trend towards lighter and 
more informal clothing (with emphasis on sports clothes ) 
explains a major part of the lag. 


Sales Prospects 


The rise in consumer spending has played an impor- 
tant role in stabilizing general business activity in recent 
months. It has helped offset declines in other areas of 
the economy. And it has enabled business to work off 
excess inventories. 

Surveys of retailers show that they are looking forward 
to a continued rise in sales. With consumer incomes high 
and rising, retailers have good reason for optimism. 
However, shifting trends in recent years point up the 
growing competition among different lines for the con- 
sumer’s dollar. 


CONSUMER SPENDING IS HIGH AND RISING \ 
300. PLLAT 300 

: 

1950 1951 1952 1953 1954 

4 
32 
j 
| 
| 
HAVE CHANGED THE PATTERN OF RETAIL SALES 
— 


THE GROWING IMPORTANCE OF INSTITUTIONAL INVESTMENT IN THE U.S. ECONOMY 


PERCENT OF THE NATION’S ASSETS 
HELD BY INSTITUTIONS 
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INSTITUTIONAL INVESTMENT 


One of the striking economic developments of the 
century is the growth of institutional investment. An 
increasing part of savings is being turned over to insti- 
tutions (banks, insurance companies, pension funds, sav- 
ings and loan associations, investment trusts). These in- 
stitutions perform the vitally important function of chan- 
neling savings into investment. 

The total assets of financial institutions rose from $18 
billion in 1900 to over $500 billion now. That’s an aver- 
age annual growth of 64%—a doubling every 11 years. 

Part of the growth reflects the declining purchasing 
power of the dollar. But, if you adjust for rising prices, 
the growth rate is still 44%. That’s well above the 3% 
average growth rate for the economy as a whole. 


Importance in the Economy 


New measures of the growing importance of institu- 
tional investment in the economy are given in a recent 
National Bureau of Economic Research® report. 


e The share of financial institutions in total national 
assets is up from 11% in 1900 to 21% in 1949. Total 
national assets include fixed assets, inventories, plus 
all claims (stocks, bonds, notes, mortgages and re- 
ceivables ). This is probably the best measure of the 
position of financial institutions in the economy. 

e The share of institutions in all claims (stocks, bonds, 
mortgages, notes and receivables) was 24% in 1900 
and 38% in 1949. Financial institutions have a rela- 
tively small part of their funds in fixed assets and 
inventories. Thus they swing a greater relative weight 
in capital markets than in the economy generally. 


Growth by Type of Institution 


The rate of growth varies among financial institutions. 
In fact, some of them were not in existence in 1900. 
Government institutions, for example, grew from a 


* The Share of Financial Intermediaries in National Wealth 
and National Assets, 1900-1949. National Bureau of Economic 
Research, Occasional Paper 42, 1954. 


negligible amount in 1900 to 23% of the total in 1949 — 
with the advent of Federal Reserve Banks, social secu- 
rity, and government lending institutions. 

The share of private pension funds in total institu- 
tional savings still runs to only a few percentage points. 
But its share has tripled since 1945, making it the fastest 
growing area. 

Private insurance has achieved a remarkable growth, 
too. Private insurance companies now hold over 17% 
of all institutional assets as against 12% in 1900. 

The share of the banking system in total assets held 
by institutions declined from 68% in 1900 to 53% in 1929. 
It has held fairly even since then. 


Factors Behind Growth 


The growing importance of institutional savings and 
investment reflects many of the basic changes in our 
economy—the increased role of government insurance, 
the rise in the total of fixed debt and the broadening of 
income distribution. In fact, the high degree of adapta- 
bility of our financial mechanisms to changing needs is 
one of the truly remarkable characteristics of our 
economy. 
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Putting money where it counts 


American banks contribute 
to American leadership in 
office equipment production 
and sales. 


Keeping tabs on business operations 
takes more than a green eyeshade 
today. 

Now accountants face mountains 
of figures. Management must have 
comprehensive reports on production 
— sales — expenses — inventories. Pre- 
paring these reports has become a 
king-size job. 

American ingenuity had to come 
up with newer, better, quicker meth- 
ods. The result is an office equipment 


industry with annual sales of a billion 
dollars plus! 


Here’s Where Banks Figure In 
Timely loans from commercial banks 
help manufacturers stock raw ma- 
terials, build new plants, expand old 
ones, establish markets. 

But they don’t stop there. With 
some business machines tagged at 
$10,000 or more, it costs money to 
buy or lease them as well as make 
them. Backed by bank loans, busi- 
nesses all over the country are able 
to install the machines they need. 

Better Living for All 
Mechanizing the office has turned 
out to be a great boon for white-collar 
workers. Their productive capacity 


has been multiplied wherever these 
machines go. Much tedious detail has 
been eliminated. 

Add it up. You'll find that bank 
loans like these help a// Americans— 
including you! Just by putting money 
where it counts, your commercial 
banks help create: 1) better jobs for 
men and women, 2) returns for inves- 
tors, 3) a healthier economy, and 4) 
better living for the American people. 

The Chase National Bank, first in 
loans to American industry, is proud 
of banking’s contribution to the prog- 
ress of our country. 


The CHASE National Bank 


OF THE CITY OF NEW YORK 
(Member Federal Deposit Insurance Corporation) 
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